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EXECUTIVE SUMMARY

The following report focuses on the potential economic effects on local radio of new satellite·delivered radio services
)y analyzing the likely impact of both subscription-based and advertiser-supported satenite-delivered audio as to:

''-"'

o Audience Fragmentation and
o Revenues Lost

Based on the results of our analysis, more funy outlined within this report, we conclude that, at a minimum, I.t.llit.
Hliverad rlllia could cut in ha" th. cuh flew of .v... I......nd midi. mnlta, r.nkad 1·138. In .v••••
1...11 marklt It.tiona, m.rklta 137-200, Iatellit. rnio c.uld tlk••11 It.tion cuh flow. Th. i.....t of luch
......ic .ffec1l on 10c.1 r.dio could ... devutating to the qu.lity of tha vit.1 conununity larvic. it provid. to
lilt....... Ind the Ioc.l .dvartiling commulity.

Audience fragmentation WlIS studied in markets which hed 1·14 FM signlls added between 1985 and 1993_ FM
stations during this period of time provide an exceHent comparable for analysis of the likely impact of satellite-deliyered radio
services on local radio. It should be emphasized that, of the 36 merkets studied, the average market had only six stations
added, yet these markets' radio stations displayed significant losses in average station net revenues.

Th, impllCt of incfuslld lIudiBncs lind fBVBIIU' frllgmBlltlltion du, to lin IIv"lIg' of .ix IllltlltiMei fllllill .i""'.
shows II cI.llfPllttBfll on the average large, medium, and small market radio station. From 1985 through 1993, depending on
market size, the average station's:

o Audience share per station declined between 31 %and 44%;
o Net revenues fell between 12% and 26%;
o Cash flow loperating income before debt service, deprecietion, end taxesl declined between 52% and 122%.

Now, new satellite delivered radio services are being proposed that would compete with local radio for 6steners and
advertising doMars. The proposed services eech Ire promising to offer 21 - 32 channels of programming. The ".t of luch
.n .....t of new r.dio li•••11 w..... II. luch that Ditting locil ltat....lhI incur lIVer••o••ic hardship 
- unship th.t would pllce thair lurviv.l, lit .Ionl continuld loc.lly.,up••iv. radio larvio. -' in ••at peril.
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EXECUTIVE SUMMARY

SlJtlllite·delivered flJdio service, assuming the proponents expectations of success, could IBlJd to the following:

o At least the same financial impact comparable stations have experienced when faced with new competing
signals in their markets '. namely dramatic declines in average revenues 112 to 26%1 and significant losses
of cash flow (52 to 122%); plus,

o lost net revenues of at least 1.5 to 2.3% and reduced cash flow of nearly 5% to 10% due to lost
IJdvlI1ising from a new satellite radio service that would carry advertising.

While the impact af luch I pr.lit.ltiln If pra.r.mi.. lI.rCII might b, lhouldtnd by the Ilr,"t market
Itltie. with the Itrl,,"t finlneill rll••rCII, the Insllught af new I,",i," would likoly bo dlYlltlli.. to Imilier
..erket Inll rldio ope,.tiln.. This will occur only Ifter I I.bltlntill numb.r of digitll rec.ivers hive penetrlted
the m.ot.

~ RJR: MATIDIIAL AUIIC. 111 MtMMASTEIIS



IITRODUCTION

The potential effects of satellite-delivered radio on local radio stations are assessed by analyzing the likely impact
---elf:

o Audience Fragmentation From All Satellite Sources
o lost Revenues From Advertiser-Supported Satellite Service

The report begins with a section describing the business of radio. To understand the impact on terrestial radio
stations that the proposed service would have, one needs to have a full appreciltion of how the industry generates revenues.
This report then provides a summary of the various sateHite delivered services proposed. To ISsess the impact of new satenite
radio services on the quality of service and competitive economics of local radio, analysis was made of comparable events over
the past ten years that have affected the local radio industry in comparable ways.

The first assessment of impact is with different rated station in one hypotheticII mid-sized redio market. The report
then quantifies the historical impact thet 6tereHy thousends of new local radio stations heve had on audience fragmentation
of the radio industry in general, from 1985 through 1993. Acase study of one particular market illustretes the overall effect
thlt a substantial increase in the number of radio signets has had on the local economics of radio. Raults from elmple
et.... of ....0. em.lI, medium, .nll larte eiud ...ketl ini"te that incr in the numb. of 10c.1 r.dio
ltatieH h.ve ,auhad in eignific.nt 1011 of revuua .nd c.eh fl... for tha .v cllllpeting etltlon.

Most of the significant loss in revenues and cash flow occurred prior to the recession of 1991-1992. The recession
yelrs, however, focused IUention on whIt a cycficII downturn could do to trlditionll rldio broadcasters. The implct WIS

significlntly negltive. The recession showed how a healthy, but precariously vulnerable, industry wobbled under unusuaUy
sevare economic market forces. If the economy were to go through another downturn It the same time that setellite dehered
services Ire introduced, the effect on local radio would be even more drastic.

Wtile the introduction of new setelite radio services present some differences from the introduction of new terrestrial
radio signals, notably in the current lack of availability of receivers for new satellite radio services, WI Hliev. the e__
pnjected efflCtI will occur, lilt ••Iy .tt••ubI..1ItiaI n........ of rlHiv.. han pnltrltld the market. Similarly,
new satellite services will be primarily national and, thus, the bulk of new signals would not represent a significent increase
in the number of locII advertising outlets. We believe, however, thlt the effect on IocII advertising rates resulting from
increlsed local outlets throughout 1983 . 1993 would be to some extent Inllogous to the effect of the increlsed supply of
10cII advertising time spots resulting from the 10% or more loss in nltional Idvertising doDers suggested by one proponent
from In Idvertising supported setellite radio service.

Throughout this report we wi. examine the impact on radio stations using commonly-used indicltors of stltions net
(of Igency and rep commissions) revanues and cash flows (net revenuls minus operating expenses). We can determine the
impact on these vlriables using industry reports on the finlneill health of the redio industry, which detail the sources of
revenues IS well IS the history of profitlbility (historic clsh flows). In order to see the finlncill implCt of the introduction
of setellite services, we will use another commonly-used explanatory tool, ." OPlI,ting /w",g, 11I6t,ix. Basicllly, thet is a
t"'. showing th, ch,ng, in profit,bHity (c,sh flows or c,sh flow 11I6rgins) from ch,ng,s in nIt rwlllUBS.



INTRODUCTION

'-" In addition to analyzing potential audience and revenue fragmentation from new subscriber-supported, satellite·delivered
competing radio signals, the report also focuses on the radio industry's revenue sources and the vulnerability of the economic
base to the one proposed advertising·supported satellite radio service.

Although each section of the report focuses on one particular aspact of local radio's vulnerlb~ity to competitive and
economic chlnges, the compounded implct of a combinltion of flctors clnnot be minimized. While the report does not
attempt to qUlntify the effect of compounding influences, we intuitively believe that they would be more profound taken
together compared to the theoretical sum of their individual impacts.

All of the individuIUy discussed implcts of new stations and chlnging economics have affected stations differently,
depending in general on their market size and revenue base. Ana'ysis cI.istlntly IIIowI thlt the Iff.t If Iddtd
ItltiHl Ind .onemic d.wntur.1 t... to b. mar. IIV.. on "'11 ltetio. with tho Im••loIt rov.... b•••
Therefore, we must conclude that individually or together, the 11m. tr.nd would Dlcur if Imlll mll'kot Itlti•• Ire field
with I new cORlpotitive Iffect from Ilt••lite d.livered rldio lervic... In ....nc., while allitotia. might luffer,
the Imillat Wluld luff.r the malt.

For the purposes of this research, we utilized current and historicil data from the following leading industry sources:

Arbitron Audience Measurement, various and on going eudience ratings reports from 1980 through 1993.

James H. Duncan, Jr.
Americln Radio. Strina 1993 "'tianal RlDkinqs Supplement
The Relationship Between Audience Shares IDd Radio Revenue Shares and Radio Station Audience Bf8lkdowns. 1993
Edition

Broadcast Investment Analysis
investinG in Radio. 1985
Investing in Radio. 1983. Fourth Edition

National Association of Broadcasters
Radio Financial Reports. 1988-1992

Paul Kagan Associates
Brudc"t Stats. february 1995.
Radio Finance Seminar. October 27 1993

~ 1M: IlATHIIIAJ. ASSIIC. 111 MlJAllt:MTl1IS



SATELLITE DELIVERED RADIO COMPANIES

There are currently four companies seeking FCC approval of their method to bring hundreds of new satellite delivered
'-radio channels to the American marketplace. Three propose subscriber supported services and one proposes an advertiser

supported service. Below is a listing of the applicants' characterizations of their proposals, including launch dete and
ancitipcated penetration of the radio listener marketplace.

SATELLITE RADIO APPLICANTS (AS OF August 31, 19951

Seattle, 32 (c) $5/mQ. Reg.lNat.
WA

Wash., DC 30 $10/mQ. NatiQnal

New YQrk 29 (e) Ad NatiQnal
supported

CQmpany

American MQbile
RadiQ CQrp.

Digital Satellite
BrQadcasting CQrp.

CD RadiQ, Inc.

PrimQsphere

NQ. Qf PrQpQsed
Based in Channels MQnthly

fH
Wash., DC 21 (a) UnknQwn(b

Type Qf
CQverage

NatiQnal

Launch
PQst FCC
ADprQv.

42
mQnths

5-years

36 mQ. (d)

42
mQnths

Subs
within

5-Years
(mil.)

15.0

1.5

9.9

N/R

(a) Flexible system allQws channelstQ be recQnfigured after launch. Initially, AMRC prQpQses 11 CD
quality, 5 FM, and 5 mQnQ channels. (b) NQ fee specified. AMRC will access custQmers whQ will prQvide
prQgramming. System may alsQ carry advertising. (c) 31 regiQnal beams with 16 channels each, and Qne
natiQnal beam with 16 channels. AbQut 32 channels will be available in any Qne Qf the 31 regiQnal areas.
(d) CD-RadiQ's investment prQspectus says it will need tQ raise $494 mil. befQre it can launch. (e)
PrimQsphere prQpQses 23 near-CD quality and 6 nQn-music channels. NIR = nQt relevant. SQurce:
variQus. 1994 KMA, est.

Although subscriber supported services would not appur to propose a direct threat to local broadcasters' revenue
base, the audience fragmentation 6kely to occur from the deluge of programming options could severely handicap traditional
radio broadcasting at a time when the industry is jist recovering from hundreds of frequency allocations made by the FCC
during the 1980s. These three companies are very confident they win be able to attract subscribers. American Mob~e Radio
Corp. (AMRC) expects 15 m~lion subscribers within five years after introduction. Digital Satellite Broadcasting Corp. (DSBC)
anticipates 6.2 million within 10 years after introduction, and CD Radio projects 14.4 milion subscribers six years after
launching its service.

SUllCIIIER-8UPPORTED SERVICES

DSBC, AMRC and CD Radio are aU proposing subscriber·supportad services. For a flat charge or an unspecified per
usage fee, subscribers would have access to commercial free, digital radio service.

DSBC proposes a total of 512 channels nationwide with 32 channels lIVa~8ble in anyone region. AMRC and CD Radio

I



SATELLITE DELIVERED RADIO COMPAIIES (cDRtinlld)

ch plan to offer a minimum of 20 channels of digital commercial-free music.
'-'

CD Radio recently completed an initial pub6c stock offering raising about $8 m~60n for continued pursuit of its
business plan, which will require nearly $500 million before it can actually launch its service. CD Radio plans to initially
provide 30 channels and later add an additional 20 channels_

Although CD Radio has not received FCC approval, it has scheduled launches of its satellites with Arianespace.
Because of high start-up costs, CD Radio approaches the public market with debt of $9.5 million. Also, CD Radio's viability
wm be dependent on FCC allocation of S-band channels. Receivers, however, ere currently not produced for S-band radio.

ADVERTISER-SUPPORTED SERVICE

Primosphere Limited Partnership proposes an advertiser supported service, arguing it will take only 10% of current
national radio advertising revenue. AdditiDnally, Primosphere insists that much of its revenue will come from an expanded
national advertising base that demand for its service will create.

, I'IIINIIIIJl ,F: IfMAN .... ANIlWAU. 111&.



THE BUSIIESS OF RADIO

Radio is a remarkable resilient medium that has expanded from a handful of stations and no national networks during
-1he past nearly 75 years to 10,000 commercial radio stations today and dozens of full service and ad hoc program networks.

Radio serves a variety of market segments, from broad to narrow, from young to old, from rich to poor.

As media and technology become more sophisticated, commercial radio has had to become more competitive. It has
already survived competition from newspapers, television, cable TV, records, cassettes, walk·along tape players, CDs, cable
radio, video games, and computers, for a share of consumers' attention and leisure time. Given all the new·age wireless and
wired telecommunications media here and coming .. including direct broadcast satellite ("OBS"), wireless cable, and Internet
audio .. local radio is likely to face its toughest challenge as more and more media attempt to fragment radio's already
fragmented audience and economics.

","M , ...ltion in Rttlio

Adyertising Time Slles

Commercial radio stations derive almost all of their revenue from the sale of advertising time. There are two general
classifications of revenue .. national and local. Within these segments there are other types of advertising such as network,
regional spot, cO'op and barter.

In 1994, total radio industry advtrtising revenue was $10.5 hilion. It's a rather smaH number compared to other
media. For example, less than 8,000 cable television systems generated nearly $23 billion of total revenues last year. And
less than 1,000 commercial broadcast television stations biDed about $10 biNion in 1994. Newspaper revenue last yeer was
over $34 billion, split among about 10,000 daifies and weekly mastheads.

Untike TV, print, and cable; radio is mostly dependent upon local advertising revenue. Typically, about 77'10 of total
radio industry revenue is derived from local advertisers. National advertising accounts for about 18% of total revenue while
network advertising comprises the smalest share .. about 5%.

Costs of Selling Advertising Time

Advertising agencies function to create and place ads for their clients. Agencies make their money as a commission
on the dolar amount of advertising placed. Typically, stations pay a commission of about 10·15% of the advertising placed
on the station. Agencies also derive a commission and fees from their ctients for the advertising they place.

Astation's sales staff is typica.y paid a commission of 10% to 15% on the amount of advertising it sells to direct
clients and agencies. Thus, a radio station may wind up paying two commissions··one to its own sales person, or national
representative, and one to an ad agency. Typically, about 30 cents of every revenue dollar goes toward commissions and sales
salaries.

National advertising generaly is the "most expensive business" to a radio station because it costs the station the
most to sell it. National advertising is not placed equally among all stations in different market sizes. In general, most
national advertising is pieced in the top·100 size markets. The smaller the station and the smaDer the market, the less, if
any, national advertising thet will be placed.

7



THE BUSIIESS OF RADIO (ContillUlCl)

.""-' Network advertising is the cheapest, but it generally is sold at a deep discount. A network may pay a station
compensation of up to 30% of the station's ad rate for the network advertising that runs within network shows. Thus, while
network advertising may comprise 5% of total industry revenue, network ad compensation tends to account for less than 2%
of a station's total revenues.

Advertising Pricing

Most ad revenue is based on a station's rate card. It determines the amount a station will charge an advertiser for
a commercial message. Ad rates generally are a function of volume and schedule. In the vast majority of cases, the more
an advertiser buys, the lower the unit rate. Certain day parts tike morning drive and afternoon drive times··when most listeners
tune in··sall at a premium ad rate.

Radio stations compete against other media, and each other, for audience ratings and advertisers. Stations tend to
"position" their brand appeal to much in the same way thet other image·conscious products are marketed. There are as many
positioning strategies as there are radio stations, with each tailored to the unique characteristics of the station's programming,
personnel, resources, audience life style and taste, and its advertiser's desire to be identified with the station and its audience.

The success of any radio station within a market is usually determined by the ratings it generates among its fisteners,
and the amount of market revenue share it claims. The latter··revenue shere··is usuelly a function of the former··ratings. The
hither the ratings, the more a station can charge for its advertising. Since most stations have a relatively fixed amount of
advertising inventory to sell eech hour··roughly 10 to 20 commercial messages of various lengths··the higher the ratings, the
more revenue 8 station can generate.

In approximately the top 150 markets, Arbitran, a nationally recognized eudiance measurement service, conducts
audience surveys numerous time3 throughout the year, and pubfishes the results in "ratings books." In small markets, regional
Dr local measurement companies also conduct rating surveys. Audience ratings are expressed in various measurements,
reflecting fistening emong the broad market population for ages 12 and over, to smaler demographic cells that advertisers are
most interested in targeting .. y. adults aged 18·34, men 18·24, woman 25-49, etc.

Stations try to dominate a particular demographic in order to gamer the largest shere of the advertising budgets
targeted at the demographic. Adults agad 25-49 tend to have the most purchasing power. However, many stations focus
on teenagers, or young adult men, in order to maximize their program niche and resuhing revenue share.

c.n Flow Iit••tion

Due to the fluxuations of ratings and, in tum, advertising "venue, radio is a business of high operating leverage.
Astation must shoulder a certain amount of fixed operating expenses in order to serve the audience with programming, pay
its on lir talent Dr program service, produce its programming and commercial content, meet its operating overhead expenses
for technical support, administrative per.nnel, internel Ind external support staff, promotion and marketing and its key
managers. Fixed expenses tend to be predictable, depending on the size of the station's staff, its format, and its market size.
In general, the larger the market the station operates in, the higher are its fixed expenses.

,



THE IUSIIESS OF RADIO (Centinu.d)

__ The largest variable cost incurred by a radio station is its cost of sales. After a station meets its variable cost of
sales, and its fixed expenses, the remainder of its revenues flows through to cash f1ow··revenues less sales and operating
expenses, before non cash charges of depreciation and amortization, and "below the line" expenses for interest on debt, capital
expenditures, and taxes. Cash flow is often referred to as EBITDA··earnings before interest, taxes, depreciation and
amortization.

The more revenue a station can generate, the more cash flow it can realize. In theory, for every doOar of incremental
revenue above break even total operating expenses .. sales and fixed costs .. about 70·cents can go right to cash flow. That's
why highly rated stations in large markets often generate 40% or higher cash flow margins. In contrast, lower rated stations
in small markets often generate negative cash flow or, at best, small cash flow margins.

'-...,..-'
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FHAIMEITATION EFFECTS BY STATION SIZE

Radio is a business dependent on delivering audiences to advertisers. In most of the top 150 size markets, stations
'cO'mpete for audience ratings. In general, the lower the rating, the lower the station's share of the advertising market.

By definition, a rating is the percentage of the total population, or specific demographic, within the market that listens
to a particular station. local commercial radio stations experience a certain amount of radio rating fragmentation due to
listeners tuned to distant signals from outside the market, or tuned to non·commercial stations in the market li.e. public,
educational and religious formatted stations that generally do not compete for advertising revenuel However, in recent years
even these "noncommercial" stations have become a factor in the advertising marketplace as they seek "underwriting"
contributions from various companies that are or might otherwise be commercial radio advertisers.

Thus, the ratings for all the commercial stations within a market may not add up to 100%. The actual in market
ratings of commercial stations might typically add up to only 75%. All things being equal, a station with a 10 rating would
seek to claim 13.3% of the local market's total radio revenue no divided by 75 - 13.3%1. Beyond that, most stations do
not claim proportionate share of their market revenues. Some claim a higher weighted share, and some generate a lower
weighted share.

As explained ebove, due to inherent audience fragmentation within a market, stations do not convert their audience
rating into an equal share of the market's revenue pie. For example, a top rated station may convert its audience rating into
revenue share that is 40% higher than its weighted audience share. The conversion is often referred to 8S a station's "power
ratio." In the case of a top rated station, it is not unusual for the power ratio to be 1.4. Thus, a station with a 10 rating
might have a 14 share of the market revenue (10· rating times 1.4 power ratio - 14%1

Amid·rated station typically could convert its audience rating into revenue share at a 15% premium, or a 1.15 power
ratio. Thus, a stltion with In a·rating might c1lim 9.2% of the market revenue (8 rating times 1.15 power ratio - 9.2%)
likewise, a low rated station may suffer a nagative power ratio by converting its audience share to revenue share et less than
a l·to·l ratio. Typically, its power ratio might be 0.95. If a station with a 3·rating converted at a negative power retio of
0.95, its revenue share might be only 2.9% 13·rating times 0.95 power ratio - 2.9%1.

In generel, the higher 8 station is rated, the more revenue it generates, and the more cash flow it generates.
Typically, a top rated station will cash flow 33% of its revenue base. The cash flow margin is genera"y lower on a mid·rated
station.

Typicaly, cash flow margins for mid·rated station might run 20%. Alow rated station, however, might generate only 10%
cash flow margins. And, as noted in the pravious section, many low rated stations suffer negative cash flow.

Due to the nature of fixed operating costs Inon sales related expenses) when ratings decline, revenues and cash flows
also decline. Fixed expenses wm tend to remain at about the same level, unless a station begins to cut costs by laying off
personnel and cutting programming services. likewise, cost cutting tends to occur after revenues begin to decline. As in all
businesses with fixed operating costs, there is only a certain amount of expense cutting that can be achieved.

~.
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FRAGMENTATION EFFECTS BY STATION SIZE (CDntinu.d)

It is not unusual for cost cutting to result in a vicious downward cycle in which attractive station attributes·· such
as programs, air personafities, features, news coverage, etc... are sacrificed to expense cuts. The station may have a difficult
time restoring its ratings if the station relinquishes the key station attributes for which listeners used to tune in.

The following tables estimate what the impact would be of lower ratings on top, mid, and low-rated stations in a
typical mid-sized radio market with 25 milion doUars of total market revenues. In each model, the station's non-fragmented·
ratings, revenues, expenses, and cash flows are estimated. Three additional columns show what the impact would be of
audience fragmentation of 5%, 10% and 15% on each station.

For this exercise, we assume that all of the stations cost of sales is 30" of its revenues, and that fixed expenses
for each station remain unchanged. The three subject stations, however, vary in pre·fragmentation· performance, as follows:

Top Rated: 15 rating, 1.4 power ratio, and 33% cash flow margin;
Mid Rated: 8 rating, 1.15 power ratio, and a 20% cash flow margin;
Low rated: 3 rating, 0.95 power ratio, and a 10% cash flow margin.

Here we show that a top....t. Itltien'l .ah Ilow lIuld d.li.. 11% t. 32%, depending on the level of audience
fragmentation. For. mid....t. It.ti.n with IDW. cah llow m.rlinl, the cah llew I.. cHid Itt 18% tD 62% due
to ....... tr......nt.ti.n. low....tId ltati.a, of course, are the most susceptible to audience fragmentation, p"lntially
lilial 36% tD 106% .1 th.ir cllh flow. In essence, a low·rated station with a 10% positive cash flow margin could
degenerate to a negative cash flow position if its thin ratings were fragmented by as fittle as 15%.

• RNon·fregmentedRand Rpre-fragmentationRrefer to the circumstances todlY before the addition of new competitive
signals.

'-"
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FRAGMEITATION EFFECTS BY STATION SIZE (ContinuH)

TABLE 1

Effect of Aditul Frl,mlntltian an Top, Mid, Ind Low·RltH Stltions
(Located in I Mid·Sizld Rldio Mlrklt with $26 Million in RlvenuI)

TOP RATED STATION

Station Rating 15.0
Power Ratio 1.4
Revenue Share 21.0%

Station Revenue $5.250
Cost of Seles " 30% $1.575
Fixed Expense $1.943

-.,
Cash Flow $1.733
Margin 33%
% change of cash flow

(all • in millitll) Wore: . If Audience Frllllllntitiin .
-6% ·10% ·16%

14.3 13.5 12.8
1.4 1.4 1.4

20.0% 18.9% 17.9%

$4.988 $4.725 $4.483
$1.496 $1.417 $1.339
$1.943 $1.943 $1.943

$1.549 $1.365 $1.181
31% 29% 28%

·11% ·21% ·32%

MID RATED STATION

(all • ill IIItHillI) Bet.I: . " A.inn Fr.......tltitn .
.6% ·10% ·1&%

Station Rating 8.0 7.8 7.2 6.8
Power Ratio 1.15 1.15 1.15 1.15
Revenue Share 9.2% 8.7% 8.3% 7.8%

Station Revenue $2.300 $2.185 $2.070 $1.955
Cost of Seles " 30% $0.690 $0.655 $0.621 $0.587
Fixed Expense $1.150 $1.150 $1.150 $1.150

Cash Flow $0.480 $0.379 $0.299 $0.219
Margin 20% 17% 14% 11%

%change of cash flow ·18% ·35% ·52%

'''''-''
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FRAGMENTATIOI EFFECTS BY STATIOI SIZE (Clntinued)

TABLE 1 (CONTINUED)

LOW RATED STATION

(III • in .illions) Before: . If Audie... Frllllll.ntition .
·6% ·111% ·16%

Station Rating 3.0 2.9 2.7 2.6
Power Ratio 0.95 0.95 0.95 0.95
Revenue Share 2.9% 2.7% 2.6% 2.4%

Stltion Revenue $0.713 $0.677 $0.641 $0.606
Cost of Slles I' 30% $0.214 $0.203 $0.192 $0.182
Fixed Expense $0.427 $0.427 $0.427 $0.427

Cash Flow $0.071 $0.046 $0.021 ($0.0041
Mlrgin 10% 7% 3% ·1%

%chlnge of cash flow ·35% ·70% ·105%

1995 Kagan Media Appraisals, estimltes.

."--,,
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FRAOMENTATION EFFECTS BY MARKET SIZE

fEeTS ON STATION AUDIENCE SHARE

In order to determine the effects of increesed competition on various market sizes, comparables (see example in Table
2 below) from various market segments were analyzed. During the 1980s, the FCC opened up the availability of radio
spectrum to new FM channels, under FCC Docket 80·90. Known as "Drop Ins," the 80·90 Docket encouraged new applicants
for radio channels, and literally hundreds of new stations were born via the process, all competing for listeners and advertisers.
Satellite·delivered radio could pose a comparable situation to local radio.

In recent years, some markets have shown gains in average station revenues. However, our study focused on
markets which experienced an increase in station population and the impact new entrants had on the average station's ability
to generate advertising revenue, and, in tum, cash flow and profits. Thus, advertising revenue losses due to audience
fragmentation is the most important criterion for selection of the sample markets in our study.

We compared 1985 and 1993 FM data because FM stations provide an exceHent comparable to analyze audience
fragmentation of local radio for the following reasons: 111 recently, FM radio stations have been the fastest growing radio
segment and provide the most reliable comparable data for analysis on audience fragmentation; (2) reUable historical data prior
to 1985 were not available; (3) mlny FM drop-ins were not operating or proving to be a market force prior to 1985; and (41
FCC·senctioned spectrum allocations, in addition to FM drop·ins senctioned in docket 80·90, incralsed in the late 1980s along
with increased popularity of radio during this same period of time.

The average percentage of people using radio grew from 15.42% in 1980 to a high of 17.53% in 1989, according
to James H. Duncan, Jr.'s American Radio. Spring 1993 N,tion,l Rankings SupMent. By percentage, the measurement is
based on average quarter hour listening, a key benchmark to measure radio audiences, and thus in tum, set advertising rates
for prospective sponsors.

Markets were chosen from a cross-section of radio markets numbered 1·200 rather than rendomly chosen. Elch
market studied showed 1·14 viable FM signlis added between 1985 and 1993. By viable, we mean that the stltion's signal
coverage characteristics are such that, under competent management, the station is thought to be a potential competitor
capable of achieving audience ratings, or at least effectively capable of sel6ng significant advertising time in its local service
arel. Even I stltion with minuscule ratings, given technical attributes Ind compeDing programming, could become a mlrket
leader within time.

We focused on markets that sew a substantial increase in new signals. The number of viable FM signals in those
markets, IS detaaed in BIA's Investjnq in Radio 1985, were divided into the FM shara of listeners age twelve and over (12+
shares). This resulted in an average share per FM station. KMA estimates of radio market gross revenue in 1985 for each
corresponding

14



FRAIMEITATIOI EFFECTS BY MARKET SIZE (C,ntinuld)

:ket was indexed on 100 to yield each market's gross revenue per share. This value was multiplied by the average FM
'Sf(.re to determine the gross revenues of the average FM station in each market. The table below depicts this analysis, using
Austin, TX as a sample:

TABLE 2

Fragmentation Analysis Example: Austin, Texas
1985 vs. 1993

1985 1993 Percent Change

Market Number 61 59

Number FM Stations 8 14

Market Gross Revenue ($mil.J $27.2 $25.9

FM Total %of 12+ Share 85.1% 69.5%

Average Share Per Station 8.1 5.0
(FM total %of 12+ shares/number of FM shares)

Average Gross Rev./Share($mil.1 $ 0.27 $ 0.26
IMarket gross revenue/l00)

Average FM Gross Revenue I$mil.) $ 2.2 $ 1.3
(Average share per station • average gross revenue per sharel

c. 1995 Kagan Media Appraisals, estimates.

75.0%

-4.8%

6.8%

-38.3%

-3.7%

-40.9%

The lime procedure WIS conducted on the most recent 1993 data for the rest of the selected markets using BIA's
Inyestjng in RacIjo 1993. 4th Edjtion. The values were then compared and changes in FM stations' average gross revenues
from 1986-1993 noted. The results are outlined below:

.,,-,
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FRAGMEITATION EFFECTS BY MARKET SIZE (Clntinutd)

TABLE 3

Fragmentation Effects on Share and Net Revenues
1985 vs. 1993

Average Share Gross Rev. Average Stn.
Market Sizes Per Station Per Share Gross Rev.

Large tmkt. #1·44) ·31.3% +29.2% ·11.6%
Medium tmkt. #45·136) ·37.0% +33.3% ·16.7%
Small tmkt. #137·2001 -43.8% +34.1 % -26.1 %

c. 1996 Kagan Media Appraisals, estimates.

As the above table depicts, the Iff.t If fr.......tiol I. i••try participants hu _ .....tiv. nil theuth
...at .... rnnuu han inc........ This is because the factor by which gross revenues are multiplied, the average
share per station, has been reduced 31 %-44% over the same period in the selected markets. Ratings and the resulting
audience shares tend to drive revenues. The larger the audiences, in generel, the more a station can charge advertisars and,
in tum, the more revenues the station can generate.

Radio is a business of fixed ·operating leverage.· Once a station's fixad costs are met, every incremental dollar of
revenue, net of variable salling costs, can flow to the ·cash flow· line. Many stations never achieve positive cash flow
because of high fixed operating costs in relation to their revenue base. Therefore, any loss in revenues from greeter
fragmentation invariably leads to substantial lowering of cash flows or the creation of increasingly negative cash flows.

FIA.ElTAnON EFFECTS ON CASH FLOW

The loss tor gain) of average net revenues hes a direct relationship to the loss of station cash flow. An operating
Ieverlge matrix estabfishes a direct relationslip betw"n a stltion's increases/decreases in net revenues and increases/decreaSls

,,' in broadcast cash flow tearnings plus interest, tax, depreciation Ind amortization). For the model, cost of sales is assumed
to be 30%.

A key input is also the historical cash flow margin. What the numbers imply, given the earlier discussion on
frqmentltion, is that the negative impect on clsh flow w~l be even more significlnt to the many stations which are not the
top revenue generators in their markets. Using the earlier discussed results of lost revenues due to fragmentation and from
historic clsh flow margins, plus the NAB's 1986 Radio Financial Raport and the operating leverage matrix, cash flow loss from
audience fragmentation can be estimated:

"



FRA_EITATION EFFECTS BY MARKET SIZE (Continued)

TABLE 4

Fragmentation's Effect on Average FM Station Broadcast Cash Flow

Average FM's Historical Implied Lost
Merket Segment Net Revenues CF Margin· Cash Flow

Lerge (mkt. 1-44) -11.6% 22% - 51.7%
Medium (mkt. 45·136) -16.7% 22% • 52.1 %
SmeH (mkt. 137·200) ·26.1 % 15% ·121.8%

• cash flow margins on net revenues, assuming fixed costs rernein unchanged, and a 30% cost of sales.
c. 1995 Kagan Media Appraisals, estimates.

For example, a station in a large market saw its net revenues decrease by 11.8%. Because the average station in
tltasa sized markets generetes 22% of its net revenues into cash flow, this revenue decrease (11.8%' would reduce a station's
cash flow by more than half.

As tlis table sltaws, in this scenario, audience fragmentation from new nationwide satellite·delivered radio channels
could causa average stations in I (11-1131) Ie lei. HIt of tHlr cuh fl.w. M.nov., .v .
statio. in ....nntarkttl (1137-1280) Huhllol'l!Iof thlir cuh flow.
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LOSS OF IATIOIAL ADVERTISIIG REVEIUES

Primosphere, a proposed advertising-supported, satellite radio service, has argued before the FCC that it will take 10%
¥the national advertising revenues from local, terrestrial radio stations. Primosphere believes its service will attract a larger
amount of national billings to radio and that these "extra" dollars, above the 10% of radio's national revenues, will be entirely
Primosphere's.

For perspective, radio revenues from PKA for 1993 and estimates for 1994 are detailed below:

TABLE &

RADIO REVENUES 1993 AND 1994
all dollars millions

National
Network
Local

Total

1993

$1,566
423

7,310

$9,300

c. 1995 Paul Kqan Associates, estimates.

1994

$1,770
444

8,136

$10,350

For this study, Primosphere's seenlrio has been IllUmed, Ind Inalysis was conducted of a 10% decrease in local
radio's national revenue base. We do not, however, believe that Primosphere's economics Ind reVlnue base will be based
solely on attracting "extra" advertisers or Id doUlrs that are not Ilready a.ocating their expenditures to exilting local radio.
We Wine. jat the .......it. -- .....1' tMt PriM.,......•• print ••ur.. of Idv.-tiling rlV.nu. will ... frem
frlpllllti.. til. lXiiting nMionl1 rll.n... II...f the IOCII rldio in....try.

The loss of national advertising revenues wiD affect stations differently. Depending upon the size of the Itation, the
loss of nationel advertising will decrease net revenuas and resulting cash flows by varying amounts. Using the operating
leverage matrix, Primosphere's estimated 10% share of national advertising revenues could cause the foHowing impact on local
radio stations:

I--,.,.,. FM: IlATIMAJ. AUIIC. IF MfIAMAITlIIS "



LOSS OF IIATIOIAL ADVERTISIIG REVEIUES (continued)

TABLE 6

Station Losses From Primosphere 10% Share National Ad Revenue·

Large Stations ($8·10 mil NR)

Medium Stations ($3·5 mil) NR)

Small Market ($250·750K NRI

• Revenues are net of 12% rep/agency fees.

Nat'l DoNars
%Total

Time Sales

23.4%

19.7%

15.1 'I'

Nat'l DoHars
Less 10%
Revenue

21.1%

17.7%

13.6%

Historic
CF Margin

34%
25%

11 %

CF Loss
From

Nat'l Rev.

·4.8%

·5.5%

·9.5%

c. 1995 Kagan Madia Appraisals, estimates.

National billings comprise 23.4% of large stations' net biNings (Net Revenues) 19.7% of medium stations', and 15.1 'I'
of small stations'. A loss of 10% in nationaledvertising revenues would mean national revenue would fall to 21.1% of large
station revenues, 17.7% of medium stations revenues and 13.6% of small stations revenues.

Ultimately, a 10% loss in national biHings could mean large stations lose 4.8%, medium stations lose 5.5%, and small
stations lose 9.5% of their cash flow.

"



COICLUSIOI

The effects on local radio from audience fragmentation and from a 10% loss in national advertising .. all which would
"'Dt due to the effects of sateltite·delivered radio .. have been analyzed.

Audience fragmentation was studied in markets which had between one and 14 FM signals added between 1985
and 1993. As explained above, the experience of FM stations during this period of time provides an exceUent comparable for
analysis of the likely impact of satellite delivered services on local radio ., both FM and AM terrestrial radio outlets. It should
be emphasized that of the 36 markets studied, the average market had only six stations added, yet these markets' radio
stations displayed significlnt losses in Iverlge station net revenues. The sateUite·delivered services expect to have a
significant penetration within only a few years of introduction of possibly scores of satellite delivered signals. Th•• the r.,'
i."ct ef t.....at8llit.-dlliv.ed l.-vi.. would Ite Iv.n grllter than w. h.vI d.,icted h.r.in.

....... while the feur ..tellit••liv.. r.it •..,._ ".,..., in Ifflll, 21 to 311M radio
...........lIy. the imp"t of enly .. new .ervici .o.hI fr t rd I"."y ugh th.t tr.dition,'
r_ we.1II no ...... b. profh,"Ie. This is apparent in light of the fonowing fragmentation effects on average FM radio
stations, 1985 vs. 1993:

TAILE 7

AUDIENCE FRAGMENTATION EFFECTS ON AVERAGE RADIO GROSS REVENUE
AND CASH FLOW

1915 vs. 1993
effect of an average of .ix added sign.ls

c. 1. Kagan Mldia Appraillls. estimates.

Large Mlrket St.tions Imkt 11-44)
Medium Marteet Stations Imkt 145·136)
Sma. M.rket Stations Imkt 1136·200)

Net Rennue

·11.8%
·16.7%
·26.1%

Cash Fltw

·51.7%
. 52.1"
·121.8%

In our anltysis of the FM elJllrience under ·Docket 80-90,· I If v ...... Nt_ ttl ... 12% .f tIIair ... rev ,.. haN ef tMir ,.... A Ii••arbt
ItatiIM lilt 17% ef tMir IIHIiIp 12% .f tMir flew. TIle Iftnly Hrt w 111 ..Irkat
statiHI whit..... over .....-r••f tMir rn U.f t" .•h flew.

~--,. ..~ ...........".



CO.ClUSION (continulll)

The advertiser-supported service proposed by Primosphere would cause not only fragmentation losses but also bottom
"lIrfe losses from lost national billings. A10% loss in national revenue would have the following effect on station net revenues

and cash flow:

TABLE 8

Station Losses From Primosphere 10% Share National Ad Revenue

Large Stations ($8·10 mil. NRI
Medium Stations ($3·5 mil. NRI
Small Stations ($250·750K NRI

Lost Net
Revenues

·2.3%
·2.0%
·1.5%

Lost Cash
Flow

·4.8%
·5.5%
·9.5%

c. 1995 Kagan Media Appraisals, estimates.

VitaHy important is the fact that, at the most basic level, the audience fragmentation occurring from even six satellite·
delivered radio channels could take!!!!! the cash flow from average large and medium market stations and !II of average small
market stations' cash flow.

As shown in the beginning of this report, in the summary table of proposed satellite delivered radio services,
proponents are promising 21 . 32 channels IIch. While the "'11 .f luch • preltf••tien .f progr_i.. lIur•• ntitht
III .......... lIy tho I....... _._~. with til. ItroIIpIt filllRlil1 ,.our••, tuonll.ght of now Iwvi••...... •"y It. dlVutlti.. to ...11tr IIIIIbt "'11 rodiD ....lIioll.
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STATEMENT OF LIMITING COIDITIONS

The opinions, conclusions, projections and estimates presented in this report are based on our 25 years of experience
Ythe communications and entertainment industries and the technical competence and the experienced judgement of the staff
of Kagan Media Appraisals, Inc. This report, or any parts thereof, is not intended for use as a business plan. It is offered
solely as an independent study of the broadcast marketplace in general and the potential impact of satellite radio services on
the local broadcast industry.

Unless previous written arrangements have been made, neither Kagan Media Appraisals, Inc., nor any officer of Kagan
Media Appraisals, Inc., is required to give testimony or attendance in court, pretrial proceedings or arbitration by reason of
having made, or participated in, this report.

The reader is advised that this Statement of Limiting Conditions and the accompanying introductory pagas are an
integral part of the final report, which contains the details of our analyses and all necessary documentation to support
conclusions.

Signed:
Kagan Media Appraisels, Inc./Bruce Bishop Cheen
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